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THE ECONOMIC BACKGROUND 

A REVIEW OF BUSINESS CONDITIONS SINCE NOVEMBER 1918 



A YEAR ago industry was running at full speed upon 
war work. The signing of the armistice suddenly 
served notice that war work must come to a full stop, 
and that industries engaged thereon must abruptly 
reverse the movement of the wheels and begin to pro- 
duce for normal peace demands. The notice was short; 
the changes involved were necessarily abrupt; the 
process involved obvious difficulties; and there were 
those who questioned whether it could be done with- 
out wrecking the industrial machine. Obviously, 191 9 
could not be a normal year; and one who attempts even 
today to review the industrial conditions following the 
termination of the Great War finds himself dealing with 
a perplexing period of transition, in which, while the 
old land marks are not lost, there are many new factors 
to be reckoned with and events seem to move more 
abruptly and with quicker tempo than in ordinary 
times. 

Of the difficult conditions which European and 
American industries faced in November 1918, none 
were more fundamental than the prevailing social 
unrest. In Russia, chaos; in eastern Europe, intense 
suffering and economic disorganization bordering on 
the chaotic; in Germany and Austria, the throes of 
political revolution; in France, England, and Italy, 
severe war strain and a condition aptly described as 
that of political and social shell shock. The revolu- 
tionists, were busy everywhere with their propaganda, 
the dangers of the situation were very evident, and 
those with whom the wish was the father to the thought 
were vociferously prophesying an industrial and social 
upheaval. Today, while there are still many clouds 
upon the horizon and many problems yet unsolved, the 
process of readjustment in Europe seems to be under 
way and there is every prospect that our political Cas- 
sandras will once more turn out to be false prophets. 
There is trouble enough on every hand, but, upon the 
whole, the civilized world is returning to the pursuits of 
peace about as rapidly as could be expected; and the 
danger of a European debacle, while not at an end, is 
much less than it was last January. The profound un- 
rest which has prevailed has undoubtedly retarded the 
return of industry to a peace basis, but it has not pre- 
vented the process from getting under way and does not 
seem likely to prevent its successful completion. 

A second difficulty, hardly less important and cer- 
tainly not less fundamental, was the general shortage 
of foodstuffs and other necessary commodities through- 
out the western world. The war had rudely checked 
production, while creating new demands in various 
directions and entailing enormous destruction of mate- 
rial wealth as well as man power. Granaries and store- 
houses were sadly depleted. Merchants' shelves were 



bare of many staple wares. In some lines the shortage 
was so great that more than a single year's production 
would be needed to remedy it. Scarcity of many 
staple consumable commodities was an outstanding and 
unmistakable fact. The only possible result was bound 
to be high prices, unless, indeed, the strains of the re- 
adjustment process should wreck the industrial machine 
and bring chaos which would make everything worth- 
less. Shell steel, explosives, and similar war necessities 
might fall in value, but most lines of staple commodi- 
ties were bound for a time to be scarce, and, therefore, 
dear. 

The third fundamental difficulty was that the pre- 
vailing scarcity extended not only to consumable com- 
modities but also to capital goods. Four years of war 
had left the world poorer. Many of the belligerent 
countries needed to stock up anew with machinery and 
other physical equipment for their industries, as well 
as raw materials and miscellaneous supplies. Not only 
grain and meat but capital goods of many sorts were 
bound to be scarce, and it was clear that a high price 
for capital, as well as commodities, must be expected 
for some time to come. Here again social upheaval 
might bring down the pillars of the temple and make 
everything worthless; but barring such eventuality, the 
business world must expect that years of saving would 
be necessary to bring the world's supply of capital into 
normal relations with the demand. Certainly, during 
the period of reconstruction, low interest rates were not 
to be anticipated. 

In view of these facts, it was obvious that the great 
need was production. Only by converting soldiers into 
producers could the social unrest be appeased; only by 
raising production to a maximum could the scarcity of 
both consumable and capital goods be remedied. The 
great need was production and, after that, still more 
production, at least until several years of peaceful in- 
dustry should have enabled Europe to repair the 
ravages of war. As the months have passed, this is 
becoming evident even to the radicals who had hoped 
to utilize the distress caused by the Great War for the 
purpose of effecting a social revolution; and there has 
been no little evidence of late, both in Europe and the 
United States, that the so-called " laboring classes," 
who are not so radical as many people suppose, are be- 
ginning to realize that only increased production can 
terminate the scarcity occasioned by four years of war. 
Very significant along this line was Lloyd George's 
speech in the House of Commons on August 18th, in 
which he addressed to the British people a solemn 
warning: " In every direction we are spending more. 
We are earning less. We are consuming more and we 
are producing less. These are facts. It cannot last. 
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. . . We shall never improve matters until we increase 
production, or we will have later to reduce, even lower, 
the standard of living in this country. There is no 
other alternative except quitting the country for which 
we fought for four years." 

When Europe and the United States turned to the 
pursuits of peace and began to repair the waste of war 
by production and capital accumulation, they found 
that one most important and fundamental change had 
taken place since 1914. Before the war the United 
States and a number of other countries were in debt to 
Europe; while in 191 9 Europe was heavily indebted to 
the United States. Before the war the United States 
and other countries normally exported large quantities 
of goods to Europe in order to meet the interest and 
other charges for which they were obligated. Thus 
England, France, Germany, and other creditor coun- 
tries received, in the form of commodities, the interest 
accruing on their foreign investments, the earnings of 
their ships, and the payments for the other items stand- 
ing to their credit; the result being that, especially in 
the case of England, their imports greatly exceeded 
their exports; a perfectly natural and healthful condi- 
tion for older and developed countries. In 1919 Europe 
finds itself obligated to the United States, and at the 
same time is in need of large amounts of foodstuffs and 
raw materials; while it is unable to make remittances 
in commodities to settle either the current interest 
charges or indebtedness for commodity imports. A 
revolutionary change has occurred in international 
trade relations, and among the numerous readjustments 
necessitated by the war few are more important or 
fundamental than the readjustment of the balance of 
trade between the leading European powers and the 
United States. 

This requires either a decrease of imports into Europe 
from the United States, which is very difficult in view of 
the prevailing scarcity in many lines of staple products, 
or an increased export of European products, which is 
equally difficult on account of the prevailing high cost 
of production. In our June Supplement we called 
attention to the changes which had occurred in Euro- 
pean and American price levels since 191 4, and pointed 
out that, even after allowing for the fall in European 
exchanges, the increase in prices had been considerably 
greater in Europe than in the United States. It now 
appears that American coal and woolen goods are being 
exported to European markets in which our producers 
were never before able to compete, and that European 
prices of iron and steel products are materially higher 
than those prevailing in the United States. As recently 
as August 18th, Sir Auckland Geddes, discussing in 
the House of Commons the effect of increases in British 
coal prices, called attention to the difficulty of meeting 
American competition under the conditions that now 
prevail. Before industrial conditions can return to 
normal either in Europe or America, there must be a 
readjustment of price levels which will permit European 
countries to pay their debts. Either prices must rise in 



the United States or fall in Europe ; very probably both 
things are likely to occur in some degree before a posi- 
tion of equilibrium is reached. We have, therefore, 
expected higher price levels in the United States unless 
deflation should speedily occur in Europe, and the latter 
development we have regarded as improbable. Difficult 
as the readjustment of these trade relations may be, it 
must come about, in one way or the other, before normal 
industrial conditions can be restored in either Europe 
or the United States. 

One other change in industrial conditions is certain to 
follow the restoration of peace. During the war so 
many men were pressed into military service that an 
acute scarcity of labor developed and labor became the 
important limiting factor. In the readjustment of in- 
dustry necessitated by the war, certain raw materials, 
tools, and equipment became very scarce at times on 
account of the unprecedented demands of the munition 
and other trades. Ships also became very scarce, and 
in some respects were probably the most important 
limiting factor. But, upon the whole, the chief strain 
was felt in the market for labor and the result was a 
great increase in wages. With the restoration of peace, 
conditions have begun to change. Demobilization 
releases to industry a large number of men formerly 
required in the army, and the employment of these men 
in industry requires capital to finance the operation. 
As reconstruction proceeds and the forces of produc- 
tion are set in motion to supply the commodities which 
are in such great demand, it is probable that capital 
will become the limiting factor until enough time has 
elapsed to enable the gradual process of accumulation 
to restore the normal conditions of supply and demand. 

Upon the whole, barring the possibility of a European 
debacle, which last spring appeared improbable and 
today seems even more so, there is much work for the 
people of all countries to do and every prospect that the 
ravages of war will be remedied by the healing processes 
of production and saving. For some years, and at least 
until the period of reconstruction is at an end, there is 
every prospect of active business at remunerative prices, 
and we, therefore, look forward to a considerable period 
of business activity. What will happen when the work 
of reconstruction is done and the reconstructed indus- 
tries of Europe begin to compete for the trade of the 
world, may be another story and is perhaps beyond our 
present ken. The immediate prospect is for great 
industrial activity. 

This analysis of the situation in which the world has 
found itself in 191 9 is presented for the light it throws 
upon the progress of events in the United States. Our 
industrial position has not been that of an " isolated 
state," but is part of a world-wide situation. All the 
major events of the last ten months are readily explained 
by reference to the above analysis. 

In the first place, social unrest exists here as in 
Europe, and our radicals have sought to take advantage 
of the nation's trials and perils for the purpose of getting 
up what is popularly called a " social revolution." In 
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every possible way the effort is made to propagate the 
belief that somehow a " new social order " is going to 
emerge as a result of the war; and even in high places 
there has been much loose talk which has tended to lend 
countenance to this idea. Recent increases in the cost 
of living have intensified the general unrest, and labor 
difficulties have undoubtedly retarded somewhat the 
readjustment of industry to a normal basis. But upon 
the whole, considering the world-wide suffering caused 
by the war and the world-wide unrest, there has been 
no more difficulty than might have been anticipated, 
and it now seems as if the danger of serious trouble is 
comparatively slight. At this date, our situation is 
clearly better than that of Europe, and very much better 
than it would have been if the war had lasted another 
year. 

In the second place, we have had to bring war pro- 
duction to a full stop, reverse the engine, and begin to 
produce for peace demands. The process was less trying 
than in the chief belligerent countries of Europe because 
we had been in the war a shorter time and had become 
less completely involved. Had military operations con- 
tinued through 1 91 9, the transition of productive indus- 
try to a peace basis would have been far more difficult 
than it has proved. When the armistice was con- 
cluded there were many who doubted whether the 
impending readjustments could be made without pro- 
ducing an economic, if not a political, upheaval, and 
many of the bureaucrats in Washington were convinced 
that reconstruction could not take place except under 
the strictest control of a paternal government. But the 
process is now largely accomplished, and in a manner 
which has given an impressive demonstration of the 
enormous recuperative power of industry when left to 
work out its own salvation. 

The United States faces no such scarcity of staple 
commodities as confronts the old world, and if it were 
not for the extraordinary European demands, we might 
be enjoying lower prices for many essential commodi- 
ties. This is still a land of plenty, but we need to keep 
production at the maximum in order to relieve the 
scarcity that prevails in Europe and repair the ravages 
of the Great War. There is plenty of work for the 
United States to do to meet the heavy demand for the 
products of our industries. At least until the work of 
reconstruction in Europe is completed, business ought 
to continue active and prices relatively high. 

It would also seem that in the United States, just as 
in Europe, capital must be expected to be scarce as 
compared with the demand. If only our own needs 
were to be considered, the case might be otherwise; 
although, even then, it seems probable that the enor- 
mous destruction of wealth during the war would tend 
to make capital scarce for a considerable time to come. 
As things stand, we must not only finance our own 
requirements, many of which are larger than usual 
because of the suspension of some kinds of work during 
the war, but also finance a part of Europe's require- 
ments which are so pressing that they cannot be denied. 



For four years the leading countries of the world have 
been living on borrowed money, and some years of 
saving will be needed to restore anything like normal 
conditions in the market for capital. Even the Bol- 
shevists, after assassinating the capitalists and wreck- 
ing the industries of Russia, are now coming forward to 
ask for recognition and — a loan. 

When the United States undertakes to meet the 
unusual demands which now confront her, she en- 
counters a most perplexing trade situation. As already 
pointed out, the war has apparently reversed the terms 
upon which Europe and America must exchange their 
products. If we were still a debtor country, and had 
come out of the war more heavily indebted to Europe 
than ever before, it would be very easy for us to send 
our commodities to Europe in payment of our debts: 
foreign exchange would rule against the United States, 
imports would be discouraged, and exports would yield 
the shipper an extra profit. But just the opposite con- 
ditions prevail. As was pointed out in the July number 
of The Review of Economic Statistics, the balance 
of indebtedness which we had to meet before the war on 
account of the invisible items in our foreign exchanges 
seems to have disappeared, and it is even possible that 
there is now a balance in our favor. We used to export 
about $500,000,000 of merchandise more than we im- 
ported in order to meet our balance of indebtedness, 
but it is now evident that conditions which made pos- 
sible this excess of exports have definitely passed away. 
Hereafter, we must either export less or import more, 
unless we are prepared to sell our goods to Europe upon 
credit, a process which cannot continue indefinitely 
because it tends to increase Europe's indebtedness 
which must some day be paid in commodities. At the 
price levels now prevailing, it is clear that Europe will 
find it difficult to increase her exports to the United 
States, and we may therefore expect a readjustment of 
prices sufficient to enable Europe to pay us what she 
owes. This means a higher price level in the United 
States or a lower price level in Europe; and until com- 
parative prices are readjusted in this manner, we shall 
find ourselves unable to maintain our export trade 
in its present volume unless we prepare to sell upon 
credit. 

From the preceding considerations it follows that we 
must expect high, and perhaps rising, prices in the 
United States for some time to come, and also an un- 
precedented demand for capital to finance our export 
trade during the period of readjustment. These two 
conditions are most fundamental. There is plenty of 
work to do; and, in spite of the prevailing feeling of 
unrest, it can and will be done. Before increased pro- 
duction can be expected to give us lower prices, our 
unbalanced foreign trade situation must be corrected. 
Imports seem to be on the increase, but some time must 
elapse before Europe can pay us in full for the com- 
modities she needs and the interest she owes. In the 
interim we must either make heavy advances to Euro- 
pean customers or expect a violent contraction of our 
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export trade. The decline in the foreign exchanges has 
already gone to lengths which are tending to restrict 
exports, but it must go further unless suitable provision 
is made for lending money to Europe. This brings us 
back to the consideration already mentioned, namely, 
that capital will be an important, perhaps the most im- 
portant, limiting factor for some time to come. During 
last spring and early summer the money market clearly 
showed the effects of the heavy strains that were being 
made upon our capital supply, but more recently the 
situation has been relieved by reason of the decreas- 
ing demands of the federal treasury, the fact that less 
money than was expected is actually needed to move 
the crops, the diminished speculative activity, and the 
movement of gold toward the United States. The 
banking situation is, at the time of writing, distinctly 
easier than it was in June, but this does not give ground 
for thinking that it will be an easy thing for us to meet 
the needs of our foreign trade. If gold continues to 
move toward the United States, as it may probably do, 
we shall presently experience a further rise in prices 
and a renewal of speculative activity, so that the relief 
will not be for long. Our conclusion is that careful hus- 
banding of our supply of capital will be needed if we are 
to meet domestic requirements and finance our export 
trade. 

Of the conditions here set forth our Index of Business 
Conditions appears to have afforded, upon the whole, a 
reliable forecast. It is based, to be sure, upon the as- 
sumption that the post-war level of commodity prices 
must be accepted as normal for at least some years to 
come (Review of Economic Statistics, Monthly 
Supplement, June, 1919, pp. 9, 10). But nothing^ as 
occurred to throw doubt upon the reasonableness of 
this assumption, in fact everything which has happened 
since last spring has tended to confirm it. The Index 
appears to have supplied a forecast of the rise in com- 
modity prices which began last April and continued 
until August. Early in the latter month the drop in the 
curve representing speculative activity appears to have 



forecasted the hesitating movement of the curve repre- 
senting prices and production. In our August Supple- 
ment we were unwilling to express an opinion as to the 
meaning of the sharp break in the stock market during 
the first week in August (Monthly Supplement, 
August, 1919, p. 3); but it now appears that the specu- 
lative markets forecasted the labor unrest, the fall in 
foreign exchanges, and the onslaught of our national 
and state authorities upon high prices, which were 
much in evidence by the end of August. 

We regard the decrease of speculative activity and 
the halting of the curve representing wholesale prices 
and production as temporary developments, such as 
usually occur in the course of a period of business ex- 
pansion. Reference to the chart presenting our Index 
of Business Conditions from 1903 to 1914 (Review op 
Economic Statistics, April, 1919, pp. 112, 113) shows 
that, early in 1905, the boom which started late in 1904 
and continued until the end of 1906 received a similar 
set-back. 

The fundamental factors in the present industrial 
situation have not changed since last spring, and do not 
justify the belief that a lower price level is to be ex- 
pected in the immediate future. Instead of lower, it 
is possible that we may have to reckon with even 
higher prices. Of such a development, if it occurs, we 
may expect our Index to give a forecast. In the coming 
months our expectation is that the available supply of 
capital and the condition of our foreign trade will be 
the fundamental factors which the observer of business 
conditions should study with particular care. Labor 
unrest is still with us, and it may even increase before 
it diminishes; but we see plenty of work to be done, 
and we believe there will be a disposition to do it. We 
see also an inevitable change in our foreign trade rela- 
tions, and anticipate that, pending the necessary re- 
adjustment, there will be a continued heavy demand 
for capital, which in the United States, at least, should 
be regarded as the principal limiting factor upon in- 
dustrial activity. 



